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REPORT TO THIfE CONGRESS

BY THE COMPTROLLER GEiNERAL
OF THE U'ITED S TA YES
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Section 236 Rental Housing --
An Evaluation With Lessons
For The Future
This report presents a compr'hAnsive evalua-
tion of the section 236 program; compares
section 236 to many other Federal programs;
and discusses investment incentives, progra;
equity, subsidized tenants and program im-
pact. The 236 program has succeded in pro-
viding nearly half a million housing units to
an income group which is now largely ex-
cluded from housing assistance.

It contains recommendations to the Congress
and the Department of Housing and Urban
Development which would assure that mod-
erate income households receive a reasonable
share of future housing assistance.
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Uo* it COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON. D.C. 205

B-171630

To the President of the Senate and the
Speaker of the House of Representatives

This report evaluates the effectiveness and benefitsof the Section 236 Rental Assistance Program. It was pre-
pared in response to a request from Senator William Proxmire,Chairman of the Subcommittee on Housing and Urban Develop-
ment and Independent Agencies, Senate Committee on Appropria-
tions.

Although we sent a draft of this report to the Depart-
ment of Housing and Urban Development on September 1, 1977,
we received their comments too late for inclusion in this
report. The Department raised general questions about the
original purpose and long t-rm viability of section 236,disagreed with our conclusi.ns regarding multifamily insur-
ance risk and methods for assisting moderate income house-holds and made various technical points. Our preliminary
review of the Department s comments does not alter ourview with respect Lu the conclusions or recommendations
set forth in this report. The Department's comments and
our analysis of them will be forwarded separately.

Our evaluation was made pursuant to the Legislative
Reorganization Act of 1970 as amended by Title VII of
the Congressional Budget Act of 1974 (31 U.S.C. 1154).

Copies of this report are being sent to the Secretary
of Housing and Urban Development and the Director, Office
of Management and Budget.

Comptroller General
of the United States



COMPTROLLER GENERAL'S SECTION 236 RENTAL HOUSING--
REPORT TO THE CONGRESS AN EVALUATION WITH LESSONS

FOR THE FUTURE

1' I G E S T

The rental assistance program under section
236 of the National Housing Act (12 U.S.C.
1715 z-l) has provided new and rehabilitated
rental housing to low and moderate income
tenants. The program couples Federal Housing
Auministration mortgage insurance with a di-
rect subsidy and the usual tax incentives for
residential development as well as some spe-
cial tax incentives for low and moderate in-
come housing. (See p. 65.)

This combination of subsidies plus a 40-year
mortgage term resulted in much lower rents
than would have been possible in projects
financed conventionally. This is the fore-
most example of Government assistance for
privately developed and financed rental
housing.

The program was created in 1968 to boost
the Nation's existing housing stock--still
considered inaderquate in spite of 30 years
of Government su Fort--and to provide new
housing directly to low and moderate income
households. Congress concluded that the
private market could not provide needed
additional housing without increased Gov-
ernment encouragement and assistance.

Section 236 was to tap the resources and
talents of private lenders, entrepreneurs,
and philanthropic organizations by allowing
profit-motivated developers (or nonprofit
organizations) to operate low and moderate
income housing in addition to building it.

GAO's objective in -erfo..aIng this evalua-
tion was to put the section 236 program
into perspective witi. other Federal pro-
grams and provide an assess tent of its
performance. It examined accomplishments
and shortcomings of section 236 to explain

-- what the program did,
--why it worked, and

i PAD-78-13Tear Sh t. Upon removal, the reportcover date should be noted hereon.



-- why it experienced problems.

In addition, the report provides some generalinsights into various methods for providingrental assistance and illustrates valuablelessons which would be applicable te futurehousing policy.

CONCLUSIONS AND RECOMMENDATIONS

Moderate income housing

Section 236 has been effective in providing
housing for moderate income households duringa period when the stock of moderately pricedrentals has been shrinking rapidly (see
p. 64.) But section 236 construction
is complete, and HUD has refuses to makenew commitments under the ptogiral. At thesame time the very poor and middle and upperincome households receive help in variousways which result in large Federal subsi-dies each year. GAO finds no reasonableexplanation for excluding moderate incomehouseholds from housing assistance whileothers receive significant help.

Accordingly, the Secretary of Housing andUrban Development should design positivemeasures to assure that moderate incomehouseholds receive an equitable share offuture housing assistance. HUD should alsorevive section 236 to provide moderate in-come housing until some workable alterna-tives are developed. This would also in-clude the section 236 operating subsidyprovision.

If the Congress wishes to assure that mode-rate income households receive some shareof future housing assistance, it should
provide additional funding for section 236and amend present housing law to requirethat some percentage of new housing as-
sistance funds go to subsidize moderateincome households.
Housing subsidy costs and
nusig strategies

Housing subsidy costs often have beenanalyzed unsatisfactorily with littleconsideration given to indirect subsidies
or long-term costs. Consequently, realcosts have often been misunderstood. HUD
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is now preparing a comprehensive comparison
of its major programs, using methodology
closer to that suggested earlier by GAO. 1/
In making such comparisons in tie past,
costs of leasing existing units, such as
under the section 8 leasing programs, and
providing housing allowances have been
particularly elusive since the indirect
costs such as insurance failures and tax
expenditures for these alternatives gen-
erally are omitted and difficult to
estimate.

These alternatives, nevertheless, continue
to be stressed primarily because of short-
term cost savings as compared to new con-
struction. GAO questions thet amount of short-
term savings which can be achieved using leas-
ing or allowances when indirect costs are con-
sidered and also whether long-term savings really
exist when rent increases due to subsidy
induced inflation and other uncontrollable
factors are included. (See p. 124.)

If long-term savings under leasing and
allowances do not materialize and
these policies are substituted for new
construction, the ultimate effect could
then be a decline in housing production at
a time when the Nation's housing stock is
insufficient without the hoped for savings.
Thus, the method of comparing subsidies is
crucial to future housing policy decisions.

Accordingly, the Secretary of Housing and
Urban Development should assure that the
long-term costs of subsidizing extensive
leasing of existing units or providing
housing allowances are carefully analyzed using
a methodology similar to GAO's (see p. 102),
and compared to the long-term costs of sub-
sidizing new construction.

Until these cost questions are resolved,
the Congress should consider requiring that
housing funds be expended to balance exist-
ing housing subsidies with new construction

1/"A Comparative Analysis of Subsidized
Housing Costs," General Accounting Office,
July 28, 1976, PAD-76-44.
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subsidies. This should minimize the risk
of pursuing a strategy which would be detri-mental to either the future supply or costof housing.

FHA MORTGAGE FAILURES

The mortgage default and failure problem undersection 236 was not as serious as it might seem(see p. 75.) Some risk is necessary in anyinsurance program, and FHA is set up totake risks that private insurers will not.This is to induce added production, and,in the case of section 236, it represents
production which would otherwise never havetaken place. What has been missing is aperspective on the risks FHA should takeand those which it should avoid.

Profit-motivated section 236 sponsors seemto have an acceptable failure experiencein terms of numbers and cost of failures.Whereas nonprofits, cooperatives, and reha-bilitations may be too expensive and trouble-some to be justified (see p. 94.) In the past'HA had taken virtually any risk which met cer-tain tests although private lending institu-tions and insurers have taken very little risk(see p. 79.) What FHA should do is undertakeprojects involving reasonable risks interms of expected production and financiallosses and administrative burden. However,serious difficulty has existed in identify-ing such reasonable risks, and HUD needs tobetter analyze multifamily insurance risks
and consider these risks in starting newprograms.

The Secretary of Housing and Urban Develop-ment should:

-- Establish criteria for judging the per-formance ot multifamily insurance pro-grams as well as procedures for screeningout high risk projects. This may requirea study of multifamily mortgage risk whichlinks actual loss rates to factors whichmake certain projects inherently risky.Similar work has already been performed byHUD for single family insurance risk.
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-- Provide the Congress with an analysis of
past FHA program failure experience which
makes this history more understandable.

--Evaluate future FHA insurance programs or
changes to existing programs in terms of
likely insurance losses and present these
when proposing program modifications or
new alternatives, such as the section 248
subsidy program for the working poor which
is under consideration by HUD.

--Suspend commitments for nonprofit, coopera-
tive, and rehabilitation projects until
criteria are developed and proceduresim-
plemented for predicting and avoiding un-
acceptable risks.

AGENCY COMMENTS UNAVAILABLE

Although this report was furnished to the
Secretary of Housing and Urban Development
for comment, GAO was unable to get an offi-
cial response in time for inclusion in this
report.
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CHAPTER 1

SUMMARY, CONCLUSIONS, AND PECOMMENDATIONS

The section 236 1/ rental assistance program provided
new and rehabilitated-rental housing to low and moderate in-
come tenants. It couples Federal Housing Administration (FHA)
mortgage insurance with a direct mortgage interest subsidy,
and the usual tax incentives for residential development as
well as some special tax incentives for low and moderate
income housing. This combination of subsidies and a 40-year
mortgage term resulted in much lower rents than would have
been possible in conventionally financed projects.

This is the foremost example of Government assistance
for privately developed rental housing. This program, along
with other major housing initiatives, was created in 1968 to
boost the Nation's existing housing stock which was still con-
sideied inadequate in spite of 30 years of Government support.
It was to provide new housing directly to lower income house-
holds. The Congress concluded that the private market could
not provide needed additional housing without increased co'y-
errnment encouragement and assistance. Section 236 was to tap
the resources and talents of private lenders, entrepreneurs,
and philanthropic organizations by alkowing private developers
to operate low and moderate income housing in addition to
building it.

This approach had been attempted earlier under section
221(d)(3) which provided either private market rate loans or
3-percent direct Federal loans. But funding was insufficient
to provide significant production since with direct loans,
the total cost of housing was budgeted in the year a project
was started. Another drawback was that the section 221 in-
terest subsidy was insufficient to reach tenants who were just
above public housing eligibility yet still unable to afford
section 221 rents.

By using private financing, with the Government making
yearly contributions to the debt service, the impact on the
Federal budget was less severe. The deeper section 236 sub-
sidy, which paid all but 1 percent of the mortgage interest,
lowered rents ad made the program more attractive. Par-
ticipation by private developers and nonprofit organizations
on a large scale also increased potential yearly production

1/Section 236 (12 U.S.C. 1715z-1) was added to the National
Housing Act by the Housing and Urban Development Act of 1968.
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of low and moderate income units. Public housing productionwas limited by the number and talents of local housing au-thorities. Finally, the program was to concentrate its bene-fits on households which were earning too much to qualify forlow rent public housing, yet too little to afford adequatehousing without assistance.

In view cf these objectives, section 236 achieved agreat deal. It will ultimately result in constructing orrehabilitating more than half a million pr~-.tely financedand privately developed rental units. The -,.its primarilyserve moderate income households. No other program hasadequately served this group, and no current programpromises to do so. Nevertheless, in January 1973, section236 (and other major housing subsidy programs) was suspendedand never reactivated. Some reasons cited were that theseprograms were inequitable, too costly, unsuccessful in con-centrating benefits on the poor, difficult to administer,and ineffective in meeting the total housing need. Evenwith this moratorium, significant numbers of units havebeen produced under section 236 under earlier commitments.However, these commitments have largely been exhausted, andsection 236 construction is nearly complete.

REASONS FOR THIS EVALUATION

The work for this report (PAD-78-13) was undertaken atthe request of the Chairman of the Senate AppropriationsSubcommittee on HUD and Independent Agencies. We wereasked to undertake a broad based study of all aspects ofthe section 236 program. Our objectives were to put thesection 236 program into perspective with other Federalprograms and provide an objective assessment of its per-formance. The report examines the accomplishments andshortcomings of section 236 in order to explain what theprogram did, why it worked, and why it experienced problems.In addition, we felt we could provide some general insightsinto various methods for providing rental assistance andillustrate some valuable lessons which would be applicableto future housing policy.

The approach

The resulting research was performed primarily usingstudies and basic data which were readily available fromHUD, other Government agencies, and private researchers.Much can be done using existing information to evaluatea program.
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Since comparisons are essential to rational evaluation,they are essential in putting section 236 in perspective. The
program is compared to national statistics for rental housingand renter households and to a variety of Federal programs.
Program comparisons are made most frequently to the low rentpublic housing program, which is financed using Federal guar-
antees for tax free bonds, serves very low income households,
and is administered by local housing authorities. Other
programs also mentioned frequently include the section 207
(12 U.S.C. 1713) FHA mortgage insurance program for un-
subsidized multifamily housing, which serves middle andupper income households and is produced by profit-motivated
developers, and the section 8 (12 U.S.C. 1437f) leasing pro-
gram, which emphasizes Government leasing of privately ownedexisting or newly const:ucted housing, and was designed as areplacement for both section 236 and public housing. Sec-tiQn 8 can be financed in many ways and has a flexible subsidy
formula which theoretically can serve households whic' have
a wide range of incomes.

WHO LIVES iN SECTION 236 HOUSING?

Households receiving assistance from the section 236rental assistance program are strikingly different from those
being helped by other multifamily subsidy programs. These
households have higher incomes than public housing tenants.They have fewer members and tend to be younger. In addi-
tion, household members are more likely to earn the major
share o, their incomes instead of receiving welfare, retire-
ment pensions, or other assistance.

Percentage Percent-
Median of Aragae family size age
income elderly lonelderli Eldery employed

Section 236
tenants $5,785 19% 2.8 1.4 68%Public
housing
tenants 3,531 42 4.2 1.5 26

Although these households have higher incomes, they generally
cannot afford market rents and earn too much to qualify for
public housing. Although they would be eligible for the
section 8 leasing program, most existing units under that
program are going to much poorer households which are similar
to those served by public housing. L.ittle construction
activity has taken place under sect a 8, and roughly 70 per-
cent of that construction is planned for the elderly.
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Section 236 was intendeed to primarily serve moderateincome tenants, and it does. The tenants are much poorerthan the average U.S. family but earn more than publichousing and section 8 tenants.

Section Public Section 8U.S. 236 housing existing

Median household
income $11,800 $5,785 $3,531 $4,000

The program also serves lower income tenants. Thishappened originally when the program was combined with rentsupplement payments. However, the program also serves alarger percentage of poor tenants each year because of thesubsidy mechanism and general inflation.

Using HUD data on tenants accepted foi occupancy andDepartment of Commerce figures on poverty level, we estimatedthat in 19-2, when the program was just getting started andaverage tenant income was $5,250, only 9 percent of all re-cipient households were at or below the poverty level. In1976, the average tenant income had increased to about $5,800and about 24 percent of all tenants were below the povertythreshold.

FHA CAN REACH INCREASINGLY LOWER
INCOME HOUSEHOLDS AS TIME PASSES

This trend can be expected to continue. Supply orientedsubsidies, such as section 236, which are aimed at increasingthe number of units available, can serve relatively poorer
tenants each year without significant increases in thesubsidy, since rents, and hence the subsidy, are tied closelyto the original cost of the project. Rents are, therefore,under control. Such results cannot be expected with ademand-oriented subsidy such as a housing allowance orexisting leasing under section 8 which increases therecipient's ability to purchase housing. Such subsidiesallow subsidized rents to respond to those in the market whichare in turn a function of demand as well as cost. Some belief
exists that demand-oriented subsidies contribute to inflatedrents, but supporting empirical data is limited. Based onwork now in process, we are unconvinced that the Experi-mental Housing Allowance Program, for example, will yielda reliable answer to this question. Section 236 reallyaffected both supply and demand since it lowered rents tocreate effective demand and produced housing to respondconcurrently to that demand.
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QUALITY HOUSING AT REDUCED RENTS

The program provides good quality multifamily housing
which is generally considered comparable (although with
fewer amenities) to unsubsidized private housing which was
built at the same time for more affluent tenants. However,
the average monthly rent in section 236 housing was only
$144 per month in 1976. (Rents for tenants in public housing
and the new section 8 existing leasing program average less
than $70 per month.) Nevertheless, section 236 households
still pay a large percentage of their income in rent. In
recent years most (64 to 68 percent) section 236 households
paid in excess of 25 percent of their gross incomes for rent,
according to HUD figures. Estimates of the actual rent
reduction, which section 236 affords program beneficiaries,
vary, but it is generally considered to average over $80 a
month and is probably much higher when indirect effects such
as longer mortgage term, limited profits, and tax expendi-
tures are considered.

SERVICE TO THE ELIGIBLE POPULATION

The section 236 program and other housing programs prob-
ably serve a much larger share of low and moderate income
households which have significant housing needs than is
generally assumed. Past estimates of this housing program's
impact have frequently shown that only a small percentage of
intended recipients are served. One can reach this conclu-
sion by examining a single program rather than all past and
present programs and by defining eligibility based solely
on income. The impact of all housing programs combined is
much greater than a single program, and most housing programs
are primarily intended to reach households with identifiable
housing needs rather than financial needs. Many households
which appear eligible for section 236 based on income, as
well as public housing or other programs, actually own homes
or already have adequate housing at affordable rents. For
example, in "Housing in the Seventies," using income eligi-
bility alone, HUD estimated the coverage of section 236 at
a fraction of 1 percent. Our calculations indicate much
higher impact.

During 1975, section 236 served about 250,000 households
in the $5,000-$10,000 a year income group. Public housing
and the rent supplement program provided housing to another
280,000 families in this group. Based on figures taken from
the Annual Housing Survey, we estimated that fewer than
2.0 million households ii! this income group were in physical
or financial housing need which had not been served by these
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programs. As a result, more than 20 percent of those in need
were probably served by these programs. Other Federal sub-
sidy programs and older FHA unsubsidized programs are prob-
ably also providing sigrnificant tlp to this group.

EXCEPTIONAL INVESTMENT INCENTIVES

Section 236 spurred FHA multifamily production by pro-
viding a unique set of investment incentives, subsidies, and
mortgage market supports. These were made credible with
substantial program funding and created a demand to which
builders, lenders, and investors were encouraged to respond.
The interest subsidy lowered the monthly debt service to
principal plus interest at 1 percent per annum, making rents
affordable. Small dowinpayments allowed builders and sponsors
to begin projects with little cash in contrast to convention-
ally financed projects. FHA mortgage insurance made lending
on section 236 projects virtually risk free. Governr.ent mort-
gage purchase guarantees from the Government National Mortgage
Association which are pro ably necessary to the success of
FHA financing, assured le. ders that they could sell mortgages
without discount, providing liquidity. Finally, the low
downpayment and resulting high leverage combined with the
high yearly interest expense due to 40-year financing allowed
exceptional tax shelter for the personal incomes of passive
investor-.

PRODUCTION WAS SIGNIFICANT

Critics have argued that direct subsidy programs
(assisted housing) account for only a small percentage of
new housing construction and that such production is under-
taken at the expense of private efforts. They conclude that
the country must rely on private or unsubsidized production
for most new housing. This assertion is true in that
"assisted" production has never exceeded 20 percent of total
production. However, several important facts have been over-
looked. First, virtually all new construction is subsidized
somewhat by the tax laws. These indirect tax subsidies for
"private" housing are much larger than those for direct sub-
sidies and henefit primarily middle and upper income house-
holds. Second, housing producers ca.nnot supply housing to
the poor without some additional PJsistance since market rents
for adeqJate housing are beyond 'he poor's reach. Also, no
clear consensus exists on how much subsidized (assisted)
housing production increases total housing construction
activity. Some researchers have concluded that it largely
replaces private construction. Others feel that the increases
are substantial. It is likely, however, that the truth is
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somewhere in between, with the relative split depending uponthe economy, fund availability, and the health and capacity
of the construction industry.

It is clear, however, that section 236 and other directsubsidies distribute housing to a group which could not
successfully compete in the marketplace and that in recent
years, these subsidy programs have been producing most newly
constructed moderately priced rentals, even though the total
number of such units has been shrinking. These points are
supported by the following information:

-- From early 1970 to late 1974, this program produced
nearly a quarter of a million units which rented for
between $100 and $150 per month. This was more than
half of the 400,000 new rentals constructed during
the period which had rerts in this range, as reported
in the Annual Housing Survey for 1974.

-- Section 236, public housing, and rent supplements
produced approximately 620,000 new units during the
same period, which rented for less than $150 permonth. This was 82 percent of the total U.S. produc-
tion of low and moderate priced rentals during the
period. State, local, and other small scale subsidy
programs probably accounted for much of the remainder.

-- During the same period the stock of low and moderate
priced rentals (those with rents below $150 per month)
shrank by nearly 3.8 million units while the number
of renter households who could not afford higher rents,
based on 25 percent of their incomes, decreased by
only 1.5 million.

Whether subsidy programs actually increase U.S. housingproduction or merely replace private construction, low and
moderate income tenants would not receive new housing with-
out these subsidies. In addition, the stock of units
available to these households has been shrinking.

THE SUBSIDY COSTS OF SECTION 236

New construction under the section 236 program resultedin major subsidy costs to the Federal Government which
were incurred in a variety of ways, including sizable tax
expenditures. The exact subsidy amount varies to a great
extent with the tenant's income, the cost of the housing
unit, and the interest rate on the mortgage. These sub-
sidies would likely be the same for new FHA-insured
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construction under section 8 or any other FHA-insured subsidyprogram except that many tenants would pay lower rents undersection 8 than they did under section 236. (See ch. 10.)
Direct subsidy

For lower income tenants the yearly section 236 directsubsidy is generally higher than it would be under publichousing and about th. same as it would be for section 8. Fora tenant at the higher end of the moderate income range, whowould not ordinarily qualify for public housing, the directsubsidy under section 236 would generally have been less thananticipated under section 8. This occurs because of an upperlimit on the section 236 subsidy. Tenants must pay at leastthe oper ting expenses plus principal and interest on themortgage 1 percent, unless they qualify for the additionalrent supplement subsidy. This often caused section 236 tenantsto pay in excess of 30 or even 40 percent of their incomes inrent, while section 8 tenants can pay no more than 25 percentof their income, after adjustments, for family size.

Direct subsidies, as a function of tenant income under~al three of these programs, are shown in the followinggraph for a typical newly constructed apartment. Thedi.fferences between sections 8 and 236 reflect the differenttenant rents resulting from these programs' rules.
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NEW CONSTRUCTION
DIRECT SUIDY (DOLLARS)

TWO HDROOM APARTMENT, POURI.P11SON HOUSEHOLD
TOTAL DMVILOPMENT COSTs It, l

DIRECT SUUIDY

4,000

\~oo9 w ~ leylo. "

SECTION 2a MTN

2.1001 PUlC "ouomo

SIECTION Iaw 1TNOUT
'1,5- R.T S'P PLE1EN IT

$; 20 00 1o 11 70?o 6000 9000
HNote HOUSEHOLD iNCOME

Pubic Heousing elilllli"y would pebbIy I io seeww between 5,000 end $6,000.
Sectle 26 rent supplement paytee s would be drmpped et beut the point that publie
NWing l911i4iIIy lepses.

Yearly Direct Subsidy for a Family of Four (note a)

Gross
annual Section 236 Section 8- Conventional
tenant Limited Non- limited public
income dividend profit dividend housing

$4,250 b/$3,041 b/$3,294 $2,988 $1,988
9,000 c/1,531 c/1,701 1,800 (not eligible)

a/Based on a unit development cost of $27,125.

b/With rent supplement.

c/Without rent supplement.

9


